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network, but also appear to generate profits for each minute that is terminated, thus creating a potential
windfall.,,636 In 'short, the evidence indicates that application ofthe TELRIC methodology to reciprocal
compensation has not ,led to rates that accurately reflect a carrier's "additional costs" as the Commission
initially envisioned and Congress intended. Rather, the Commission's existing pricing standard has led to
rates that not only vary significantly among states,637 but are generally too high, and which ultimately
create regulatory arbitrage opportunities. Based on this evidence, and as detailed further below, we
therefore conclude that we need to revise the current reciprocal compensation pricing methodology to
align our standard more closely with the statutory text and with economic theory to eliminate, as far as
possible, opportunities for regulatory arbitrage.

b. The Importance of Incremental Cost In Regulated Pricing

240. To provide a framework for our reconsideration ofthe proper "additional costs"
methodology, we begin with a briefoverview oflong-standing principles for public utility pricing. As
explained below, we believe the traditional economic definition of incremental cost, as applied to
multiproduct firms, is most appropriate for setting intercarrier compensation rates. The Commission's
existing TELRIC standard governing reciprocal compensation deviates from this more efficient version of
incremental cost; and is likely to lead to rates that significantly exceed efficient levels. We also consider
evidence in the r~cord concerning costs ofswitches and fiber.

241. In economic theory generally and in its application to regulation, the relationship of price
and marginal cost is of fundamental importance. Marginal cost can be simply defined as the rate of
change in total cost when output changes by an infinitesimal unit. In economics, the term incremental
cost refers to a di,screte change in total cost when output changes by any non-infinitesimal amount, which
might range from a single unit to a large increment representing a firm's entire output.6lI The terms
additional costs and avoidable costs are commonly used to refer to incremental costs resulting from an
'increase or a decrease in output respectively.'"

242. In a competitive'market, it is assumed that both consumers and producers independently

." See, e.g., Intereprrier Compensation NPRM, 16 FCC Red at 9616, para. II: see also Interearrier,Compensation
FNPRM, 20 FCC Red at 4698 n.67 ("[R]eciprocal compensation rates often substantially exceed the per-minute
incremental cost ofterminating a call and therefore create a potential windfall for carriers that serve customers that
primarily or exclusively receive traffic."); ISP Remand Order, 16 FCC Red at 9192, para. 87 ("[nhere may be a
considerable margin between current reciprocal compensation rates and the actual costs oftransport and
termination."); BellSouth ICC NPRM Comments at 9 ("[R]eciprocal compensation payments ,enabled carriers to
offer services to their customers at rates that bore little relationship to actual costs and provided the recipients of
reciprocal compensation an advantage over their competitors."): Verizon 2000 Remand ofISP Declaratory Ruling
Public Notice Comments at 11-12 (noting that competitive LECs with ISP customers reap a "windfall profit"
because ofhigh reciprocal compensation rates).

•" See, e.g., Eastern Rural Telecom Ass'n ICC FNPRMComments at 2-3 ("Depending on the assumptions used to
develop a company's TELRIC study, the results can vary significantly and be open to challenge.").

63'lfC(q) represen'ts the cost ofprodiJcing an output q and dq represents an increment ofoutput, then incremental
cost is equal to C(q+liq) - C(q). If incremental cost is used as a guide to pricing, then price should'be set equal to

., C(q+.1q)-C(q) ...
the average mcremental cost . Ifthere are no fixed cosls and Inlual output q = 0, then

.1q
incremental cost pricing is equivalent to average cost pricing. If liq is small, then incremental cost pricing
approximates marginal cost pricing. Cf Local Competition First Report and Order, 11 'FCC Red at 15844, para.
675.

63' 1KAHN, THE ECONOMICS OF REGULAnON at 65~6. See also PRINCIPLES OF PUBLIC UTILITY RATES at 393.
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will choose outputs to purchase or to supply on the basis ofa market price. In standard economic
analysis, this price is determined by the intersection of a downward sloping demand function, which
represents consumer valuations for additional units ofconsumption, and an upward sloping supply
function, which represents the marginal cost ofsupplying an additional unit. The competitive price is
efficient in the following sense. At any other price, consumer demands would no longer be equal to
producer supply, and market transactions would be limited to the smaller ofthe two terms."· At this
level ofoutput, consumers would value an additional unit ofoutput more than the cost ofproducing it as
determined by the marginal cost function. Hence both consumers and producers could ,be made beller off
by increasing ouiput by a small amount.'" When price is equal to the competitive price, no alternative
price can be found such that both consumer and producers are beller off.

243. Forward-looking versus Historical Cost: When prices are determined in a regulated
market, similar reasoning applies. In this context, there is a large amount of literature on practical rules
and procedures t~at must be considered to achieve an outcome that is as close as possible to a fully
efficient one.'·2 The cost ofany economic resource is equal to its value in the best alternative use. The
cost which a regulated firm incurs in producing a particular output is therefore equal to the value of the
economic resources that are used to produce it, and which are therefore no longer available for the
production ofalternative goods and services. It follows that from the standpoint of economic efficiency,
the only costs that are relevant in pricing decisions ofa regulated firm are current or future costs, and that
historical costs can be ignored,'" We acknowledge that economists and industry 'experts have often
debated the relative merits offorward-looking (or reproduction) cost versus historical (or original) capital
cost in administering rate-of-return regulation,'" and that regulators, including state regulators and this
Commission, have continued to use historical cost in rate selling for smaller, primarily rural telephone
companies. Nevertheless, since the adoption of the Local Competition First Report and Order, the
Commission has consistently concluded that it believes that forward-looking cosl!l are the most
appropriate measure ofcost.'" In this order, we reaffirm our conclusion that forward-looking costs
should form the basis for regulation in a uniform, intercarrier compensation regime.

244. Short-Run versus Long-Run Incremental Cost: Economists have also debated whether it
is appropriate to use short-run or long-run incremental cost as a guide for regulatory pricing:'" Short-run
incremental cost refers to the cost ofan increment ofdemand when some inputs to production are in fixed

64. Ifprice is greater than the competitive level, coosumer demand is less than supply, llIld demand would detennine
market volume. Ifprice is less than the competitive level, then producers voluntarily would supply no more than the
amount at which '1'arginal cost is equal to price.

641 Where the market price exceeds marginal cost, there will be an associated deadweight loss in social welfare. The
, deadweight loss represents the loss in consumer plus ,producer surplus caused by a deviation from the competitive

equilibrium. See, e.g., DENNIS W. CARLTON & JEFFREyM. PERLOFF, MODERN INDUSTRIAL ORGANIZATION 84
(1990); KENNETII E. 'fRAIN, OPTIMAL REGULATION 185 (1992) (OPTIMAL REGULATION).

•" See, e.g., Ronald. H. Coase, The Theory ofPublic Utility Pricing andIts Applications, I BELLJ. ECON. 113, 113­
128 (1970)(Theo,y ofPublic Utility Pricing); 1 KAHN, TIlE ECONOMICS OF REGULATION at 63-86.

64' Theory ofPublic Utility Pricing, 1 BELL J. ECON. at 122; AlexllIlder C. Larson, An Economic Guide to
Compelitive Standards in Telecommunications Regulation, 1 COMMLAw CONSPECTUS 31, 47 n.l 00{1993) (quoting
Theory ofPublic Utility Pricing, 1 BELLJ. ECON. at 121-22).

644 See, e.g., 1 KAHN, TIlE ECONOMICS OF REGULATION at 109-16.

64' Local Competition First Report and Order, II FCC Red at 15813, 15846, paras. 620, 679.

'" See I KAHN, TIlE ECONOMICS OF REGULATION at 70-75,83-103; see also PHILLIPS, THE ECONOMICS OF
REGULATION at 390-91 (rev. ed. 1969); PRINCIPLES OF PUBLIC UTILITY RATES at 417-25.
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supply. Long-run incremental cost refers to,tlil!ilmSl<6i\lirl,hlcrement when all inputs are variable. In
order to set prices so as to maximize economic efficiency at any particular point in time, it is clear that
short-run incremental cost is the appropriate concept,"? For example, if an airline carrier has empty seats
for a particular scheduled flight, then it would make sense to sell capacity for those seats at any price that
would recover the small additional costs of fuel and amenities for an additional passenger. Pricing based
on short-run incremental cost, however, necessarily implies that prices can be adjusted freely and perhaps
continuously during the day.'u Moreover, in a regulatory context, such flexibility is likely infeasible.

245. Short- or intermediate-run costs might also be advocated on practical grounds, since
some productive inputs (e.g., poles and conduits) can have extremely long lives. Nevertheless, regulators
have traditionally relied on long-run incremental costs rather than short-run incremental costs in setting
regulated prices. First, setting prices on the basis ofshort-run incremental cost may mean that a carrier
would not recover its average total cost ofinvestment over the life ofthe asset,'" Second, to the extent
that forwardclooking costs are used, long-run incremental costs are more naturally and easily
,.accommodated, since a forward looking cost study can legitimately assume that all inputs are variable. In
the Local Competition First Report and Order, the Commission; in adopting its TELRIC methodology,
explained that "[tjhis 'long run' approach ensures that rates recover not only the operating costs that vary
in the short run, but also the fixed investment costs that, while not variable in the short term, are necessary
inputs directly a#r!butable to providing the element,"'" We reaffirm here the Commission's decision in
'the Local Competition First Report and Order that long-run incremental cost rather than short-run
'incremental cost'is the appropriate cost concept, '5' '

246. Peak LoadPricing: Closely related to the question of short-run versus long-run costing is
the issue of peak load pricing. When demand varies systematically by time ofday, day ofthe week, or
over longer periods, there may be periods oftime when there is significant excess capacity, since
productive inputs clearly cannot vary with such frequency. In such cases, economic efficiency might
require that prices should vary by time or day or over longer periods even in the long run.'" For
example, many wireless telephone carriers offer free minutes ofusage during weekends or evenings.
Although these arguments are indisputable, it has f,roven difficult in practice to incorporate peak load
pricing principle~ into regulated rate proceedings. 53 Accordingly, we conclude, as the Commission did in
the Local Compelilion First Report and Order, that we should not require peak-load pricing as part ofan
intercarrier compensation regime, although we affirm that carriers should be free to voluntarily negotiate
agreements including peak pricing principles.

247. Common Costs: Telecommunications carriers are multiproduct firms which provide a
large array ofservices to different groups ofconsumers. Within the category oftraditional telephony,
these services include call origination, call termination, local transport, and either,access to lohg distance

, transport or long distance service through an affiliated carrier. As networks evolve, the number of

." 1KAHN, THEECONOMICS OF REGULATION at 71; DANIEL F. SPULBER, REGULATION AND MARKETS 234 (1989)
(REGULATION AND MARKETS).

"'I KAHN, THEE€ONOMICSOFREGULATlONat84.

'" 1KAHN, TIlE ECONOMICS OF REGULATION at 88•

•" Local Competition First Report and Order, 11 FCC Red at 15851, para. 692.

65' Local Competilion First Report and Order, 11 FCC Rcd at 16023, para. 1054.

,6"1 KAHN, TIlEECONOMICS OF REGULATION'at89.

~" See Local Competition First Report and Order 0115878, paras. 755-57. See also I KAHN, THE ECONOMICS OF
REGULATION at 91":'93.
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services that a telecommunications network can provide is rapidly expanding to include Internet access
and other data services and, in some cases, video distribution. Many ofthese services share common
~ '1" 654 F 1.acI lUes. or examp e, a copper loop can be used to provide analog voice service as well as data
service using DSL technology. The cost ofthe loop is therefore common to both voice' and DSL services.
The incremental cost ofvoice service, assuming that DSL is already provided, therefore does not include
any of the long run incremental cost ofthe loop itself. Similarly, the incremental cost ofDSL, assuming
voice is already provided, includes only that portion ofthe loop cost that may be required to condition the
loop to meet the higher quality standards that may be required for data transmission.

248. Methodologyfor Computing Incremental Cost in Multiproduct Firms: Common cost and
its relationship to incremental cost in multiproduct firms can be more precisely defined as follows using
an analysis developed by Faulhaber, Baumol, and others.655 Under this approach, one imagines a
multiproduct firm in which a forward looking cost function is known, which allows one to compute the
"stand alone cost" ofany possible subset ofproducts. For example, ifthe set ofproducts is indexed by
the set N = {I , •.. , n}, then the'stand alone cost ofthe entire firm can be represented by the value C(N).
The incremental cost ofany individual product j contained in N can then be represented by the value ICG)
=C(N) - C(N - j), where C(N - j) represents the stand alone cost ofproducing every product in the set N
except product j. Under this definition, the incremental cost may be viewed as the additional costs of
adding product j to a firm currently producing products (N - j). Alternatively, it may be viewed as the
cost that may be avoided ifthe firm, 'curr~ntly producing products I through n, decides not to produce
product j. The common cost for the firm as a whole is then equal to C(N) - L ICV'). When there is

lEN

significant sharing of facilities used in providing groups of services to customers, common costs are
typically positive, and may be a significant portion ofthe firm's total cost.

249. Multiproduct Incremental Cost versus TELRIC: In the Local Competition First Report
and Order, the Commission adopted a pricing methodology, which it called Total Elemerit Long Run
[ncremental Cost or TELRIC. Under the TELRIC methodology, prices for UNEs and interconnection
would be determined by estimating the forward-looking cost of individual network elements, which the
Commission defined as "physical facilities of the network, together with the features, functions, and
capabilities associated with those,facilities.,,656 In adopting the TELRIC methodology, the Commission
determined that forward-Iooking:costs should be "based on the least cost, most efficient network ...
technology," assuming current wire center 10cations.657 It further determined that the relevant increment
should "be the entire quantity ofthe network element provided."651 The Commission concluded that
"forward-looking common costs shall be allocated among elements and services in a reasonable manner

'" Cf Local Competition First Report and Order, 11 FCC Rcd at 15845, para. 676 ("The tenn 'common costs'
refers to costs that are incurred in connection with the production ofmultiple products or services. and remains
unchanged as the relative proportion ofthose products or services varies (e.g., the salaries ofcorporate managers).").

,,, See, e.g., Gerald R. Faulhaber, Cross-Subsidization: Pricing in Public Enterprises, 65 AM. ECON. REv. 966, 966­
77 (1975). Faulhaber's objective in the paper was to define a test for cross subsidy, which could precisely define the
maximum and minimum prices that a regulated finn should be aUowed to charge to any subset ofcustomers;
WILLIAM J. BAUMOL ET AL., CONTESTABLE MARKiITs AND TIlE THEORY OF INDUSTRY STRUC11JRE 35 I-56 (1982);
William J. Baumol. Minimum and Maximum Pricing Principles/or Residual Regulation, in Current Issues in
PUBLIC UTILITY ECONOMtCS (A. Danielson & D. Kamerschen eds., 1983).

'" Local Competition First Report and Order. 11 FCC Rcd at 15631, para. 258.

'57 Local Competition First Report and Order, 11 FCC Rcd at 15848-49, paras. 683-85.

651 Local Competition First Report and Order, 11 FCC Rcd a115850. para. 690.
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.... ,,65' In choosing to estimate'the forward~111ilRil'fgco§t bfthe entire network element, the Commission
acknowledged that, when a requesting carrier leased access to that element, it would have exclusive
control over that element."o

250. With respect to reciprocal compensation, the Commiss\on determined that "the
'additional cost' ofterminating a call ... primarily consists ofthe traffic-sensitive component orIocal
switching.",'1 Ii!evertheless, the only non traffie-sensitive cost of the local switch that 'the Commission
required states tq exclude was the cost of line ports.662 Similarly, in the rules that the Commission
adopted regarding "shared transmission facilities between tandem switches and end offices," the
Commission allowed the full forward-looking cost ofthose facilities to be recovered through usage
sensitive charges.663 Thus, with the exception of requiring recovery ofthe cost of line ports through flat­
rated charges, the Commission's TELRIC rules permitted the full forward-looking cost ofthe local
switch, tandem switch, and shared interoffice transmission facilities, including a reasonable allocation of
common costs, t,o be recovered through usage-based charges. In effect, the Commission's TELRIC
methodology permitted average-cost pricing using a forward-looking cost methodology.,

251. ;rhe TELRIC methodology thus differs significantly from the definition of incremental
cost for multiproduct firms proposed by Faulhaber and others. First, unlike TELRIC, the traditional
,economic approach for determining the incremental cost of a single service excludes all common costs.
,Second, although the TELRIC methodology is essentially an average cost methodolo,gy, the traditional
economic appro~ch focuses on identifYing the additional forward-looking cost that a network would incur
if it provided an additional service-in this case call termination. Under the traditional economic
definition, the illcremental cost ofcall termination would be determined by estimating the stand alone cost
ofa network which incorporates all existing services except call termination (including call origination,
switching, etc.) and then subtracting this amount from a comparable estimate ofthe total cost of providing
all the same exis'ting services, including call termination. As should be obvious, the incremental cost of
call termination tinder the traditional economic definition should be significantly lower than that
calculated under'a TELRIC methodology.

252. The Relevance ofMulti-part Pricing: One common criticism ofincremental cost pricing
.is that it may not permit a firm to recover its total costs, particularly ifthere are significant common
costs.'" Economists have pointed out, however, that multi-part pricing regimes can potentially lead to
more efficient OII'tcomes than uniform prices set equal to either marginal cost or average cost. '" For
example, ifthe firm is able to charge a fixed monthly fee and a variable usage charge, then it is possible
for the firm to set the usage charge at or close to marginal cost and recover any residual costs through the
fixed charge. In 'this case, the regulator must take account ofboth subscription an4 usage elasticities in
order to minimiz~ the possibility that higher fixed fees will cause some subscribers to drop off the

". Local Competiiion First Report and Order, I I FCC Red at 15852-53, para. 696.

, ,.. Local Competition First Report and Order, 11 FCC Red at 15693, para. 385.

66' Local Competition First Report and Order, 1I FCC Red at 16025, para. 1057.

66' Local Compelition First Report and Order, 11 FCC Red at 16025, para. 1057. CJ 47 U.S.C. § 51.S09(b)
(requiring only that line port COSIs ofthe unbundled local switching element be recovered through a flat-rated
charge).

'" 47 U.S.C. § 51.509(d).

". See, e.g., REGUJ,ATION AND MARKETs at 122-23.

'" See, e.g., Theory ofPublic Utility Pricing, I BELLI. BeON. at 117-20; OPTIMAL REGULATION at 191-213.
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network.·66 We note that, in the access charge regime, the Commission recognized the efficiencies
associated with multi-part pricing, even if it failed to reduce'usage-based charges to marginal or
incremental cost.

c. The Incremental Cost of Call Termination on Modern Networks

253. We now consider the evidence in the record concerning the incremental cost of
terminating calls on modem telecommunications networks. We note at the outset that there appear to be
no cost studies or analyses in the record that attempt to estimate the termination costs using Faulhaber's
definition of incremental cost. Thus, we would expect the cost estimates in the record to be significantly
lower ifthey had been calculated using Faulhaber's definition.

254. We consider first evidence concerning the cost oftermination on modem circuit switches.
We note that, in 1996, when the Commission adopted the TELRIC methodology, circuit switches and
fiber optic transmission facilities were generally considered the "least-cost, most efficient" currently
available technology. And it appears that state commissions in interconnection arbitrations analyzed the
forward-looking costs ofcircuit switches and fiber optic transmission facilities in developing TELRIC
rates. Sprint Nextel filed an ex parte in which it analyzed state UNE rates for unbundled switching and
common transport.··' Sprint Nextel reports that the national weighted average price per minute for
unbundled local switching was $0.00058 (with individual rates ranging from a low of$0.00004 to a high
of$0.0061). Similarly the national weighted average price per minute for common transport was
$0.00057 (with individual rates rangil)g from a low of$O.OOOIO to a high of$0.00727). Sprint Nextel
further observes that "ihe rates for companies in the survey with a relatively small number of lines were
often lower than the rates for companies with a large number of lines, indicating scale and scope
economies do not significantly affect the cost of traffic termination,'''·' As Sprint Nexiel notes, these

, rates are all based on the TELRIC methodology and thus represent estimates ofaverage, traffic-sensitive
forwarding-looking costs, plus an allocation of common cost and overheads.··" These estimates, by
definition, will significantly exceed incremental cost estimates using the Faulhaber definition; therefore
they provide an upper bound on the rates that may result under a Faulhaber approach to incremental cost.

255. Some additional evidence concerning the incremental cost ofterminating calls on modem
circuit switches can be gleaned from a declaration filed by three economists in support ofthe Intercarrier
Compensation Forum (IGF) plan.·70 The economists contend that modem circuit switches are to a large

... Demand for subscription is generally estimated to be significantly less elastic than demand for usage. See
Mereatus Center Sept. 22; 2008 Ex Parte Letter at3 n.15; Jerry Hausman &. Howard Shelanski, Economic Welfare
and Telecommunications Regula/ion: The E-Rate Policyfor Universal-Service Subsidies, 16 YALE J. ON REG. 19, 39
(1999) (estimating elasticity ofdemand for subscription to be -.005, whereas elasticity ofdemand for long-distance
service is closer to -0.7); Effects ofBrealaJp ofAT&T, 83 AM. EeON. REv. atl82 (estimating elasticity ofdemand
for basic access at'-0.005 and elasticity ofdemand for long-distances service between -0.25 and -1.2).

667 See SprintNextel Sept. 26, 2008 Ex Parte Letter. The data used ,in the analysis were obtained from the March
2006 "Survey ofUnbundled Network Element Prices in the United States."

.., Sprint Nextel Sept. 26,2008 Ex Parte Letter, Attach. at 3-4.

••" We note that NuVox disputes some ofSprint Nextel's assumptions. See. e.g., Letter from Brad Mutschelknaus
&. John J. Heitmann, Counsel to NuVox, to Marlene H. Dortch, Secretwy, FCC, CC Docket No. 01-92 and WC
Docket No. 04-36 (filed Oct. 27, 2008) (NuVox Oct. 27 Ex Parte Letter). There is insufficient information in the
two ex parle submissions for us to resolve this dispute. Carriers remain free to raise issues for consideration in the
course ofstate proceedings.

• 70 Richard N. Clarke et aI., Economic Benefilsfrom Reform ofIntercarrier Compensation (lCF Economists),
aI/ached to ICF ICC FNPRMReply, Errata, App. A.
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extent non-traffic sensitive."n According tathe aullibi'S', whereas earlier generations ofswitching
technologies had large shared resources that could be commandeered by any line needing to place or
receive a telephbne call, most of the resources in a digital switch are dedicated to individual lines through

,line \lorts and trunk \lorts.612 In 'addition, according to the authors, because ofthe "massive increases in
computing power offered by modem microchips," modem circuit switches include "call processing
capacity ..• [that] is adequate to serve all reasonably offered demand."m In other words, modem
switches are designed to be non-blocking, which would suggest that the incremental cost oftermination is
zero. The declaration thus concludes that the incremental cost ofcall termination on modem circuit
switches should be de minimis.

256. The economists' declaration further argues that the incremental costs ofadding additional
fiber optic trans'mission capacity similarly are low. They contend that fiber optic technologies have large
fixed costs associated with supporting structures (poles, trenches and conduits) and relatively low

.incr~mental COS!s of increasing the capacity ofeach fiber cable by installing improved laser transmission
equipment (which in many cases is based on technological advances made subsequent to the initial fiber
deployment). For these reasons, they conclude that "once a fiber cable has been laid on a route, the costs
of increasing its, transmission capacity are relatively small, so extra minutes ofdemand result in very little
incremental cos~. We note that this analysis suggests, at a minimum, that the incremental cost ofadding
capacity is significantly less-and likely orders of magnitude less-than the forward looking average cost
ofcapacity, as estimated under TELRIC.

" 257. :AT&Tsubmitted evidence that attempts to estimate the incremental cost ofa modem
. softswitch.674 AT&T maintains that, to estimate the incremental cost ofa softswitch, it is necessary to

estimate two parameters: the total investment associated with a softswitch, and the percentage ofthis
investment that is traffic-sensitive.'" Using what it claims are "conservative" estimates, AT&T first
compares the estimated investment cost per line ofa Class 5 circuit switch with the estimated investment
'cost per line of Ii modem softswitch and finds that the investment cost per-line ofa softswitch is .
significantly lower."'" Although it estimates that the investment cost ofa Class 5 switch is approximately
$100 per line, it finds that the likely investment cost ofa sbftswitch is between $34 and $SO per line.""
AT&T then considers the likely percentage ofthe investment costs per line that are traffic-sensitive, and
concludes that, depending on the particular softswitch. the traffic-sensitive costs are likely to be between
zero imd 20 perdmt of the total investment cost ofthe switch."'· Using the higher estimate of20 percent
traffic-sensitive costs, and assuming that each line carries an average of 1400 minutes a month. AT&T
derives a traffic ~ensitive incremental cost per minute of between $0.000 I 0 and $0.00024."" For the

671 ICFEconomis/~at 22.

6'2 ICF Economis/~at Z0-21.

673 ICF Economis/~at 21.

674 Letter from Henry Hultquist, Vice President-Regulatory Affairs, AT&T Services, Inc., to Marlene H. Dortch,
Secretary, FCC, CC Docket Nos. 01·92, 05-337, 96-45, 99-68, 07-135 (filed Oct. 4, Z008) (AT&T Oct. 4, 2008 Ex
Parle Letter).

615 AT&T Oct. 4, 200S Ex Parle Letter at 2.

6'6 AT&TOct. 4, 2008 Ex Parle Letterat3.

m AT&T Oct. 4, Z008 Ex Parle Letter at Z-3.

671 AT&T'Oct. 4, 2'008 Ex Parle Letter at 3-4.

m AT&T Oct. 4, 2hos Ex Parle Letter at 4.,.
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other softswitch that AT&T considers, however, the traffic-sensitive incremental costs oftermination
would be zero. Although we do not necessarily accept the precise estimates contained in AT&T's ex
parte letter, we note that its analysis suggests that the incremental traffic-sensitive costs ofmodem
softswitches are likely to be significantly lower than those ofcircuit switches and possibly zero, both
because the investment cost per line is lower and because the percentage oftraffic-sensitive costs to total
costs is lower for modem softswitches.

258. Windstream Communications, Inc. and NuVox subsequently filed ex parte letters
criticizing AT&T's analysis ofthe traffic sensitive costs ofa softswitch"" and AT&T filed a response.611

Essentially, both Windstream and NuVox criticize specific elements ofAT&T's analysis. In addition,
Windstream argues that it would be grossly inefficient for a rural carrier to immediately replace circuit
switching equipment with softswitch technology, while NuVox contends that even a forward-looking
network design would not consist entirely ofsoft switches. Significantly, NuVox criticizes AT&T for
failing to apply the TELRIC methodology, and NuVox recalculates AT&T's estimates using TELRIC.
Because we expressly reject use of the TELRIC methodology for purposes of setting reciprocal
compensation rates, we conclude that many of the NuVox challenges are moot. To the extent that NuVox
and Windstream are challenging cost assumptions that may be applied by states pursuant to our new
additional costs methodology, such issues may be raised for consideration by the state commission during
the cost proceeding to establish the uniform reciprocal compensation rate. We feel compelled, however,
to point out a few ofthe most critical mistakes and misconceptions contained in the Windstream and
NuVox ex parte letters.

259. First, Windstream argues that it is somehow inappropriate to consider the additional costs
ofsoftswitches 1n setting termination rates because it would be economically infeasible for an incumbent
LEC to replace all its existing circuit switches with softswitches.6&> This argument fundamentally
misconstrues the purpose ofa forward-looking cost methodology. The adoption ofa forward-looking
cost standard does not imply in any way that existing carriers should replace fully functional plant and
equipment simply because a more recent vintage of replacement equipment is available. Forward-looking
costs are simply ameasure of the economic value offuture investments, and in a competitive
mark~tplace, these values should determine the,appropriate investment decisions regarding replacement
'ofexisting plant. More importantly, these values should be used as an appropriate guide in setting
efficient prices for the utilization ofexisting plant'and equipment. Second, although both Windstream
and NuVox raise objections to AT&T's cost analysis, neither they nor AT&T actually attempt to estimate
the incremental cost ofcall termination.. For example, both Windstream and NuVox argue that AT&T's
estimates ofthe cost ofinvestment in forward-looking softswitch technologies are flawed because ofthe
assumptions made about the number of lines served per switch.613 Although this is may be a valid issue,
as it relates to the extent to which softswitch technologies are scalable for deployment in wire centers
with different numbers offinal customers, the dispute does not really address the issue ofthe incremental

61' Letter from Eric N. Einhorn, Vice President, Federal Government Affairs, Windslream Communications, to
Marlene H. Dortch, Secretary, FCC, CC Docket Nos. 96-45, 99-68, 01-92 and we Docket Nos. 05-337, 06-122, 07­
135,08-152 (filed Oct. 27, 2008) (Windstream Oct. 27, 2008 Ex Parle Letter); Letter from John J. Heitmann,
Counsel forNuVoK,to Marlene H. Dortch, Secretary, FCC, CC Docket No. 01-92 (filed Oct. 24, 2008) (NUVOK
Oct. 24, 2008 Ex Parte Letter).

OIl See Letter from Henry Hultquist, Vice President Federal Regulatory, AT&T, to Marlene H. Dortch, Secretary,
FCC, CC Docket Nos. 96-45, 99·68, 01-92 and WC Docket Nos. 05-337, 07-135 (Oct. 28, 2008) (AT&T's response
appears specific to the NuVoK Oct. 24, 2008 Ex Parte Letter).

612 See Windstream Oct. 27, 2008 Ex Parte Letter at 2.

613 See Windstream Oct. 27, 2008 Ex Parte Letter at 2-3; NuVoK Oct. 24, 2008 Ex Parle Letter, Attach. at 8-9.
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cost of caHtennination. Third, NuVox claims that the absence ofline cards in softswitches is evidence
that all switch costs are traffic sensitive.614 This analysis ignores the potentially large fixed costs
associated with a softswitch that are not related to line ports. Since softswitches resemble small
computers, the i1ppropriate analogy for estimating incremental cost would be the cost ofadditional
memory cards, which could be inserted into the CPU. Fourth, NuVox maintains that both common costs
to the finn as a whole and land and building costs associated with switching equipment should be
'included in any traffic sensitive cost computed for purposes of reciprocal compensation.'" As explained
above, we concl,ude that common costs should no longer be included in calculating the incremental cost
ofcall tennination.

260. Another approach to estimating the incremental cost of caH tennination is to examine the
technology ofnext generation networks in which voice caHs are carried on the same network platfonn as
data and video services delivered to the same customer. Telecommunications carriers are currently
deploying such networks at a rapid pace, although the transition to the new technology is far from
complete. Nevertheless, most experts believe that IP technologies will be used to deliver the predominant

,"share ofvoice and data traffic within a few years. Packet technologies, and the resulting commingling of
,voice and data traffic, make possible a dramatic reduction in the cost oforiginating and tenninating voice
traffic in the network. In addition, although the costs ofcircuit based switching technologies are difficult
to quantilY using public data sources, the Internet itselfprovides a variety ofsources which can be used to
provide at leaSt a rough estimate ofthe costs associated with a next generation network. '

261. Consider the case ofa single customer who subscribes to a next generation retwork
offering a full range ofvoice, video and data services. Suppose that this customer makes exactly one
voice call lasting five minutes during each hour ofthe busy period (which we will unrealistically assume
to last for 16 hours every day ofthe month). High quality (ISDN level) voice service requires a channel
capacity of64 kbps. Ignoring the possibility ofsignal compression, and making a conservative aHowance
for packet header overhead"" we assume that the single call per hour requires a network capacity of 100
kbps. This capa9ity requirement translates to 12,800 bytes per second, or 0.0000128 Gigabytes to be
available for the duration ofthe call.617 Publicly available estimates ofthe cost ofserving residential
'customers on a broadband network range from SO.1 Gigabytes per month to SO.5 Gigabytes per month.'"
These estimates include the cost ofthe servers, routers and fiber Ii,nks necessary to provide service to the
~esidential custmner, but do not include the substantial cost ofthe local broadband 100p.619 The

'14 See NuVox Oct. 24, 2008 Ex Parte Letter, Attach. at 14-15.

'IS See NuVox Oct. 24, 2008 Ex Parte Letter, Attach. at 18 & n.40.

'" See. e,g., VolP-lnfo.org, Bandwidth Consumption, http://www.voip-info.orglwiki-Bandwidth+consumotion (last
visited Oct. 25, 2008); Westbay, Voice over IP Bandwidth, http://www.erlang.com/bandwidlh.html(last visited Oct.
24, 2008} (investig~ting bandwidth requirements for the transmission ofvoice over an lP based network).

~11 In this analysis':~e ignore the additional economics that can result because multiple packet streams for voice
traffic can be trans",itted simultaneously over the same channel capacity.

!" The lower estimate is contained in the Wikipedia entl)' "Broadband Internet Access,"
http://en.wikipedia.orglwikilBroadband Internet access (last visited Oct. 11,2008). The higher estimate is
contained the trade publication Telephony Online, "OFC: BellSouth ChiefArchitect warns ofIID VOD costs,"
March 7,2006. http://teJephonyonline,comliptvinewslBeIlSouth VOO costs 030706 (last visited Oct. II, 2008),
Both estimates are also reported in David Clark, A Simple Cost Model for Broadband Access: What Will Video
Cost?, Presentatio'l,atthe Telecommunications Policy Research Conference (Sept. 28, 2008), available at
http://tprcweb.comlfilesiCost''1020analysis%20TPRC.pdf.

... The cost ofthe local loop is clearly a common cost that is shared by all ofthe voice, video, and data services
consumed by the s~bscriber and should not be included under any reasonable definition of inc,remental cost.,
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hypothetical consumer described above places il demand of0.000512 Gigabytes per month, and using the
upper limit on the estimated cost, we estimate a monthly incremental cost to the consumer of delivering
this level ofvoice service at 0.0256 cents per month.690 Under these conservative assumptions the cost,
on a per-minute basis, would be 0.00001 cents per minute.691 Even ifthe cost estimates used above are
wrong by several orders ofmagnitude, it is clear that the cost ofvoice traffic on a broadband network is
vanishingly small.692 Although we are not directing the states to consider the incremental cost of
terminating voice telecommunications on such next generation networks,693 we find that, as carriers move
to an alllP broadband world, the incremental costs ofterminating voice calls should drop dramatically.

d. Reconsideration ofAdditional Costs Standard

262. We adopt a new "additional costs" methodology using the traditional economic definition
ofthe incremental cost ofa service produced by a multiproduct firm, rather than continuing to rely on the
TELRIC methodology.694 The Supreme Court has made clear that an '''initial agency interpretation is not
instantly carved in stone. On the contrary, the agency ... must consider varying interpretations and the
wisdom of its policy on a continuing basis,' for example in response to changed factual circumstance, o~ a
change in administrations."'" Consistent with this, the Commission, in its 2005 Interearrier
Compensation FNPRM, solicited comment on whether the Commission should reinterpret "additional
costs" to mean "incremental cost" in light of the need to reform intercarrier compensation due to market
distortions.696 In response, several commenters supported such a proposal noting that the additional
incremental cost ofterminating traffic is de minimis.697 Based on the evidence highlighted above and for

". Broadband Intem.t s.rvic. is typically pric.d on the basis ofcapacity-eith.r the maximum instantan.ous
upload and download sp••d or, as in this .xampl., total monthly traffic. A rigorous application oftrue incr.mental
cost pricing would r.quir. m.asuring each custom.r's contribution to syst.m costs, which primarily consists ofth.
d.lays or pack.t loss.s impos.d on other us.rs. For this purpos., minutes ofus. ar.larg.ly irr.l.vanl.

6" Th.s••stimat.d costs do not include the costs of billing, adv.rtising, or other custom.r car. exp.ns.s. As with
the c'!S. ofth.loc~lloop, w. b.li.v. that such costs should not b. included in any m.asur. oflong run increm.ntal
cost ofcall t.rmination.

691 It is v.ry unlik.ly that the cost .stimat.s are significantly low. T.I.communications carri.rs continu. to upgrade
th.ir n.tworks to provide precis.ly the rang. ofvid.o and data s.rvic.s that the articl.s in a pr.vious footnote w.r.
conc.m.d with. Ind••d, the BellSouth .stimat. was giv.n with conc.m that such s.rvic.s would not b. viabl.
unl.ss that .stimat. ofcost could b. r.duc.d in the n.ar futur•. V.ry similar argum.nts w.re mad. exactly 20 y.ars
ago in ROBERT M. PEPPER, THROUGH THE LOOKING GLASS: INTEGRATED BROADBAND NETWORKS, REGULATORY
POLICY, ANDINSTlTUTlONAL CHANGE (FCC, OPP Working Pap.r No. 24, Nov. 1988), available at
http://www.fcc.gov/Bur.aus/OPP/working papers/oppwp24.pdf.

693 See infra s.ctian V.C.l.

6" We find it pref.rabl. to shift .ntir.ly to an approach bas.d on the traditional .conamic d.finition of incr.mental
cost, rath.r than trying to achieve the sam. r.sult through .xt.nsiv. revisions to th.1ELRlC m.thodology as some
comm.nt.rs sugg.st. See, e.g., Rural Allianc. ICC FNPRM Comm.nts at 50--54 (palling for a more precis.
d.finition of1ELRlC for purpos.s ofreciprocal comp.nsatian).

6" Brandl(, 545 U.S. at 981 (quoting Chevron U.S.A. Inc. v. Nat'l Res. De! Council (Chevron), 467 U.S. 837, 863­
64 (1984) and citing Motor Vehicle Mfrs. Ass'n ofUnited States, Inc. v. State Farm Mut. Automobile Ins. Co. (State
Farm), 463 U.S. 29, 59 (1983) (R.hnquisl, J., concurring in part and diss.nting in part».

6" Intercarrier Compensation FNPRM, 20 FCC Red at 4719, para. 71.

697 See, e.g., CTIA 'ICC FNPRM Comm.nts at 16 ("B.caus. a call does not impose significant incr.m.ntal costs on
.ith.r the calling party's or called party's n.twork, th.r. is no justification for allowing the t.rminating n.twork to
impas. any charge-on the non-t.rminating n.twork."); Fronti.r ICC FNPRMComments at 7 ("How.v.r, th.re is
virtually NO additional incr.m.ntal cost ofs.nding a minute-of-us. across [dedicat.d hardware int.rfac.s].");

(continu.d....)
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the reasons set forth below, we revise our il1ti!rpr~ialiilrlllfthe "additional costs" language in section
252(d)(2) to mean "incremental costs" as traditionally defined. We believe that this conclusion is
supported by the economic theory discussed above, and represents a more appropriate interpretation of
the "additional costs" standard than the TELRlC methodology.69I .

263. As an initial matter, the Commission plainly has the authority to revise its interpretation
of"additional costs."s" Indeed, the Supreme Court has recognized that the phrase "additional costs" is
ambiguous.70' Words like additional cost "give ratesetting commissions broad methodological
leeway,,,70) and courts owe "substantial deference to the interpretation the Commission accords them.,,702
The Commission, consistent with its obligation to "consider varying interpretations and the wisdom of its
policy on a continuing basis" now revises its definition of"additional costS."70'

264. 'Revising our interpretation of"additional costs" to follow the traditional economic
definition ofthe, incremental cost ofa service is supported by the Commission's interpretation ofthe term
"additional costS" in section 224 ofthe Act. Section 224, which addresses the pricing ofpole

,. attachments, is *e only other place in the Act that uses the term "additional costs." The Commission
consistently.. has found that the term "additional costs" in section 224 means incremental cost,70' and that
the legislative history for section 224 makes clear that Congress intended such a result.70' Interpreting the
term "additionaI'costs" as used in two parts ofthe Act in the same mamier is consistent with the

(continued from p,revious page) ------------
Western Wireless ICC FNPRM Comments at 16 ("Independent Wireless Carriers urge the Commission to confine
its analysis of 'additional cost' only to the incremental traffic-sensitive switching and transport costs actually
incurred by the parties exchanging tmffic for purposes of intercarrier compensation.").

69. We reaffirm th~t the TELRIC methodology is appropriate for setting interconnection and network element mtes
pursuanlto sectio~ 252(d)(I), where Congress directed the Commission to consider a "re~onable profit."

S99 The Supreme Court affirmed the Commission's authority to apply a cost methodology for the states to
implement. AT&Tv.Iowa Utils. Bd., 525 U.S. at 378. See also id. at378 n.6 ("[T]he question in these cases is not
whether the Federill Government has taken the regulation of local telecommunications competition away from the
States, With regard to the matters addressed'by the 1996 Act, it unquestionably has."); 47 U.S.C. § 201(b); United
Telegraph Worke~s, AFL-C/O v. FCC, 436 F.2d 920, 923 (D.C. Cir. 1970) (citations and quotations omitted)
(finding thot section 201(b) authorizes the Commission to "prescribe such rules and regul~tions as may be necessary
in the public intero;st to carry out the provisions ofthis Act").,
700 See Verizon v. FCC, 535 U.S. at 499-501 ("[W]ithout any better indication ofmeaning than the unadorned term,
the word 'cost' in 'section 252(d)(I), as in accounting generally, is 'a chameleon,' a 'virtually meaningless' term
.•..") (citations omitted).

701 See Verizon v. FCC, 535 U.S. at 499-501 (quoting AT&T Corp. v. Iowa Utils. Bd., 525 U.S. at 423 (Breyer, J.,
concurring in part 'and dissenting in part)). '

702 Capital Network System, Inc. v. FCC, 28 F.3d 201,204 (D.C. Cir. 1994).

703 BrandX, 545 U.S. at 981 (quoting Chevron, 467 U.S. at 863-64 and citing State Farm, 463 U.S. at 59
(Rehnquist, J., co~~urring in part and dissenting in part)).

704 See, e.g., Adoption 0/Rules For The Regulation O/Cable Television Pole AI/achments, CC Docket No. 78-144,
Memorandum and:bpinion and Second Report and Order, 72 FCC 2d 59, 62, para. 8 (1979); Adoption O/Rules For
The Regulation O/Cable Television'Pole AI/achments, CC Docket No. 78-144, Notice ofProposed Rulemaking, 68
FCC 2d 3, IS, App. (1978) (Cable Television Pole Attachment NPRM).

70s Cable Television PoleAl/aahment NPRM, CC Docket No. 78-144, Notice ofProposed Rulemaking, 68 FCC 2d
at IS, App. ('''Additional costs' are genemlly equivalentto what is referred to as incremental cost, and the
proportional part of 'Opemting expenses and actual capital costs' are genemlly equivalent to fully allocated costs."
(quoting S. Rep. No. 95-580 at 19-21' (1977)).
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"presumption that identical words used in different parts ofthe same act are intended to have the same
meaning.,,706

265. In contrast, the statutory pricing standard for reciprocal compensation ("additional costs")
is not the same as the statutory pricing standard for UNEs ("cost" plus "a reasonable profit").'·' Even
though the two statutory provisions may, as the Commission found previously, be "similar," our
subsequent experience indicates that TELRIC is not consistent with the "additional costs" standard. First,
as discussed above, evidence indicates that reciprocal compensation rates based on J:ELRIC methodology
were "excessive.,,'·1 If reciprocal compensation rates truly reflected the incremental "additional costs,"
regulatory arbitrage should not occur,because a carrier would not make a profit by recovering its
incremental cost. '09

266. Second, TELRIC includes the cost ofthe ''total element" and, as a result, measures the
long run incremental average cost ofthe switch including common costs and overhead, not just the
additional costs ofusing the function to terminate another carrier's traffic. In other words, TELRIC
measures the average cost ofproviding a function, which is not necessarily the same as the additional
costs ofproviding that function. Because ofthis, we expect that the TELRIC methodology would
continue to produce reciprocal compensation rates above the true "additional costs" ofterminating such
traffic, in light ofevidence that the cost ofterminating traffic today is 10W'I0 and is decreasing even
further as carriers transition to softswitches7l1 and ultimately pure packet switches. Consistent with our
change in methodology, we also disavow our finding in the Local Competition First Report and Order
that "only that portion of the forward-looking, economic cost ofend-office switching that is recovered on

'.6 See, e.g., Atlantic Cleaners & Dyers, Inc. v. United States, 286 U.S. 427, 433 (1932).

'.7 Compare 47 U.S.C. § 252(d)(I) with 47 U.S.C. § 252(d)(2).

701 See, e.g., Intercarrier Compensation FNPRM, 20 FCC Red at 4694, 4697-98,,4717, 4719, paras. 16,23-24,66,
71-72; Intercarri"r Compensation NPRM, 16 FCC Red at 9616-18, paras. 11-18; ISP Remand Order, 16 FCC Red
at 9161-62, paras.. I8-20.

70' For the same reasons, we reject suggestions that TELRIC should be used to set a unified rate for intercarrier
compensation. See, e.g., Ohio PUC ICC FNPRMComments at 20 ("[Tjhe Ohio Commission recommends the use
ofthe TELRIC standard for setting intercmiercompensation rates."); Pac Westel al ICC FNPRMComments at 9
("The 'additional cost' standard should continue to be tied to TELRlC"); Time Warner Telecom et aL ICC FNPRM
Comments at 1-2 ("[Aj central component ofreform must be the requirement thaI, to the extent possible, each
carrier charge a single, cost-based rate for the exchange ofaII types oftraffic.... [T]he Commission arguably has
the authority to mandate that states use a cost-based methodology, in particular TELRlC, as the 'basis for setting all
intercarrier termination rates."); Integra ICC FNPRM Comments at3 ("Integra urges the Commission to ... [ujnilY
access and reciprocal compensation rates at TELRIC based levels on a company-by-company basis."); KMC and
,Xspedius ICC FNPRMReply at3 ("[Tlhe Commission should support tariffed-based intercarrier compensation
arrangements that: ,(i) set rates no higher than the comparable TELRIC (or similar cost-based) rates."); XO ICC
FNPRMReply at 11 ("[Tlhe only appropriate intercarrier compensation regime must include TELRlC·based
rates.U

).

710 The national average ofTELRIC rates for transport and termination ofcalls was SO.00212 in 2004, which likely
oversiates the actual incremental costs because, as noted above, TELRIC includes common and'overhead costs and
examines the average cost ofthe function, not the additional cost ofterminating traffic. Letter from Richard M.
Rindler, Counsel for the Cost-Based Intercmier Compensation Coalition, to Marlene H. Dortch, Secretary, FCC,
CC DockelNo. 01-92 at3 (tiled Sept. 2, 2004)(CBICC Sept. 9Ex Parte Letter); see also Sprint Nextel Sept. 26,
2008 Ex Parte Letter.

711 See T-MobileiCC FNPRM Comments at 29-30.
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a usage-sensitive basis constitutes an "additional costs" to be recovered through termination charges."712
In particular, as explained above, we specifically exclude common costs and overhead allocations from
the calculation ofwhat constitutes "additional costs" under our new pricing methodology.

267. We thus end our reliance on the TELRIC methodology for setting reciprocal
compensation r/ltes, and instead require that such rates be set pursuant to our new incremental cost
methodology.713 In our Implementation section below, we provide specific guidance to the states
regarding how to apply this new methodology. We note that this Commission takes seriously its
responsibility to' ensure that rates for carriers are just, reasonable, and not confiscatory. In this order, we
have set in motion mechanisms to help:ensure that the financial viability ofcarriers will not be
'undermined. We feel confident that these mechanisms, in combination with the other avenues available
for carriers to offset declines in access revenues, will be sufficient to achieve this result.'"

712 Local Competition First Report and Order, II FCC Red at 16025, para. 1057.

713 A number ofpmies advocaie for or against Commission adoption of bill-and-keep forintercarrier compensation.
See, e.g" Letter from Jonathan Askin, Counsel for FeatureGroup 1P, to Marlene H. Dortch, Secretary, FCC, CC
Docket No. 01-92'~t 3-4 (filed Oct. 7, 2008); Letter from Paul W. Garnett, Assistant Vice President ofRegulatory
Affairs, CTlA, to Marlene H. Dortch, Secretary, FCC, CC Docket No. 01-92 at 1 (filed Oct. 7, 2008): Corr ICC
FNPRM Commenls at 8: Cox ICC FNPRM Comments at 8-9; ICF ICC FNPRM Comments at 26, 30; Western
Wireless et al. ICQ FNPRMComments at 6-8. But see, e.g., Letter from Tamar E. Finn, Counsel for PAETEC, to
Marlene H. Dortch, Secretary, FCC, CC Docket No. 01-92, Attach. at 10 (filed Oct. 7, 2008) ("Mandatory Bill-and­
Keep Is Not A Viable or Fair Solution"); Letter from Brad E. Mutschelknaus and Genevieve Morelli, Counsel for
Cavalier Telephone et aI., to MarleneH. Dortch, Secrelary, FCC, CC Docket No. 01-92 at 2 (filed Oct. 3, 2008)
("[T]he adoption qfmandatory bill-and-keep arrangements is extremely ill advised as a policy matter."); BellSouth
ICC FNPRMCorriments at 9 ("[A] plan to transition rates ultimately to bill-and-keep would not promote economic
efficiency or preserve universal service, nor is bill-and-keep competitively neulra!."); CCG Consulting Inc. (CCG)
ICC FNPRMComments at 7 ("[A]ccess rates should not be reduced to zero through implementation ofa Bill and '
Keep mechanism.'I); CenturyTel ICC FNPRM Comments at 4 ("... CenturyTel unequivocally opposes replacing
intercarrier compe~sation with a "bill and keep" regime."): CCAP ICC FNPRM Comments at 11 ("The CCAP urges
the Commission to avoid implementation ofa bill and keep regime ...."): Frontier ICC FNPRM Comments at 6
(arguing that bill and keep ,is inappropriate because it docs not account for asymmetric traffic patterns); SBA ICC
FNPRMCommen~ at 7 (arguing that bill-and-keep is inappropriate between rural and larger LECs due to various

'asymmetries). We believe the reforms we adopt here arc preferable to a pure bill·and-keep requirement and more
appropriately'bala~cethe interests ofconsumers and carriers at this time. The approach we adopt in this order
avoids the need to Iresolve disputes in, the record regarding bill-and-keep in various circumstances because it allows
parties to advocat~,for such an approach before state commissions and parties may negotiate such arrangements.

71. Some carriers have suggested that our changes in ratemaking methodology will necessarily produce confiscatory
rates and constitute a taking. See, e,g., NTCA, Interim Universal Service & Intercarrier Compensation Reform
Proposal (N'~CA Interim Proposal) at 19-22, allached to Letter from Daniel Mitchell, Vice President, Legal &
Industry, NTCA, to Marlene H. Dortch, Secretary, FCC, WC Docket No. 05-337, CC Docket Nos. 96-45, 01-92
(filed Oct. 6, 2008) (NTCA Oct. 6, 2008 Ex Parte Letter) (contending that the Commission's current access regime,
not to mention Iny.reductions in access rates, threatens ratc·of-rctum carriers with unconstitutional takings). See
also Cinc;innati Bell ICC FNPRM 11-12 ("The elimination ofinterstate switched access charges without an
opportunity to cam the revenue in another fashion could be confiscatory •..."); GVNW Consulting ICC FNPRM
Comments at 9 ("The existing system ofcost recovery consisting ofthree equally important components ofaccess
charges, universal service support, and local rates is the only approach available to the Commission that will enable
itto avoid valid claims ofconfiscation."). This argument lacks merit. Faced with a similar challenge to the
TELRIC methodology previously adopted by the Commission, the Supreme Court stated unequivocally thaI "this
Court has never considered a taking challenge on a ratesetting methodology without being presented with specific
rate orders alleged;to be confiscatory ...." Verizon v. FCC, 535 U.S. al 524 (citations omitted).
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268. Moreover our decision to adbpU unified intercarrier compensation methodology is in no
way arbitrary or adopted with any confiscatory purpose. In fact, the determinations made in this order
reveal just the contrary, our decision to raise the cap on SLCs, our referral to the Federal-State Joint
Board on Separations (Separations Joint Board) ofthe issue ofwhether to allow additional increases in
SLC caps in Part V.C below, and our acknOWledgment of the ability ofa carrier to establish entitlement to
supplemental universal service to help ensure that carriers can maintain their financial integrity.'"
Although in most cases the rates for intrastate and interstate terminating access will drop substantially,
that alone is not the test for whether a taking has occurred; rather, a primary consideration for takings
claims is whether the rates ultimately adopted will produce a reasonable return sufficient to enable a
company to maintain its financial integrity.716

C. Implementation

269. In this section, we detail certain implementation items. First, we provide guidance to
states with regard to their implementation responsibilities for the intercarrier compensation regime we
adopt today. Importantly, this includes setting reciprocal compensation rates using the new incremental
cost pricing metliodology. We also provide guidelines for the states' application of the modification and
suspension provisions ofsection 25 I(f)(2) of the Act. We explain the need to require symmetrical
compensation arrangements without any exceptions under section 252(d)(2)(A)(ii) ofthe Act. And we
discuss the effect ofour intercarrier compensation reforms on existing interconnection and commercial
agreements. Finally, we address the extent to which reduced revenue from carrier-to-carrier charges may
be replaced through end-user charges or new universal service support, where needed.

1. Direction to the States

270. We set forth the timeline for states to implement our comprehensive reform and adopt an
interim, uniform reciprocal compensation rate along with a transition plan in section [1II.B.2] above. In
this section, we set forth additional parameters for.states to follow in implementing the reforms adopted in
this order.

a. Setting Final Reciprocal Compensation Rates Based on Incremental
Cost

27 I. Under our new methodology for setting final reciprocal compensation rates, states will
need to set prices' according to a forward-looking economic cost study or computer cost model using the
Faulhaber principles to identitY the traffic-sensitive incremental cost oftransport and termination of
traffic.717 First, states will need to evaluate a forward.looking economic cost analysis ofa stand-alone
network that performs all functions ofa modem telecommunications network, including transport and
termination of other carriers' traffic. Second, states will need to evaluate a forward looking economic
cost analysis of a stand-alone network that performs all the same functions except for the transport and
termination of other carriers' traffic. Third,·states must compare the costs ofthese two networks. The
difference betwe~n the costs ofthe two networks is the additional costs of termination oftraffic subject to

,m See FPC v. Hope Natural Gas Co., 320 U.S. 591, 605 (1944) ("Rates which enable the company to operate
successfully, to maintain its financial integrity, to attract capital, and to compensate its investors for the risks
assumed certainly cannot be condemned as iovalid, even though they might produce only a meager return ....").

". FPC v. Hope Natural Gas Co., 320 U.S. at 605.

711 We recognize that the incremental cost oftenninating traffic may include certain non-traffic-sensitive costs, such
as the cost ofa trunk port. Consistent with cost-causation principles, however, such non-traffic-sensitive costs may
not be recovered through per.minute charges, but must rather be recovered through flat-rated monthly charges
associated with interconnection trunks.
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the "additional costs" standard we adopt in this order.711

272. We offer further guidance regarding specific aspects ofthese cost studies. First, these
cost studies must use the least cost, most efficient network technology. We find that the least cost, most
efficient switch today is a softswitch.719 We further find that the least cost, most efficient technology for
transport is fiber optic cable.no We observe that, when carriers deploy fiber, they typically deploy
capacity signific~tly in excess of current needs.721

273. Second, consistent with the traditional economic definition ofthe incremental cost ofa
service,722 the cost studies must exclude all common costs, including overhead costs., Third, all non­
traffic-sensitive costs must be excluded from the cost studies.723 Cost studies using the TELRIC
methodology do not meet these requirements, given the differences between TELRIG and the 'traditional
economic methodology for determining the incremental cost ofa service discussed above.m Available
evidence suggests that the incremental costs of terminating traffic, as determined using this methodology,
are likely to be extremely close to zero.

274. We also require each state to set a single, uniform rate for all carriers in that state through
their pricing proceedings. We find this approach warranted for several reasons. First, softswitches are
easily scalable, and thus the incremental cost oftermination does not vary with the number of lines the
switch serves. S~cond, because carriers tend to deploy significant excess capacity when deploying fiber,
the incremental cost ofadding traffic is likely to approach, or equal, zero. Third, we find that setting a
single uniform rate for all incumbent LEes and interconnecting carriers in a state simplifies the regulatory
process, minimizes arbitrage that could arise, and reduces the likelihood that unidentifiable traffic would
remain a problem: Finally, setting rates based oothe costs ofthe current, least cost, most efficient
technology creat~s incentives for carriers with less efficient networks to migrate more quickly to those
more efficient technologies.

275.. J:ollowing the transition, once carriers are charging the final uniform reciprocal
compensation rate, we establish the following default rules regarding the network "edge."m These

711 See supra sectidn V.BA.c.
"

719 See supra sectio~ V.BA.c.

720 See supra sectio~ V.BA.c.

721 See, e.g., FederQ{-State Joint Board on Universal Service; Fonvard-Looking Mechanismfor High Cost Support
for Non-Rural LECs, CC Docket Nos. 96-45, 97-160, Tenth Report and Order, 14 FCC Red 20156, 20237, para. 186
(1999) (subsequent:history and citation omitted) ("As we explained in the Inputs Further Notice, in detennining
appropriate cable sizes, network engineers include a certain amount ofspare capacity to accommodate
administrative functions, such as testing and repair, and some expected amount ofgrowth."); Triennial Review
Order, 18 FCC Red at 17166, para. 312 n.919 (citing evidence that "the first carrier to lay fiber to a particular
location will lay significantly more than it will need because the incremental cost of burying additional fibers is
negligible").

722 See supra section V.BA.c.

123 We thus go beyo~d the requirement in the Local Competition First Report and Order that only required states to
exclude the cost ofline ports, see 11 FCC Red at 16025, para. 1057, and mandate that all non-traffic sensitive costs
be excluded. . '

724 See, e.g., supra section V.B.4.c.

72' See Letter from Hank Hultquist, AT&T Services, Inc., and Donna Epps, Verizon, to Marlene H. Dortch,
Secretary, FCC, CC'nocketNo. 01-92 at 1-2 (filed Oct. 14,2008) (AT&T and Verizon Oct. 14,2008 Ex Parte
Letter) (providing s.vim default rules). We reject PAETEC's assertion that the Commission lacked notice to adopt

(continued....)
A-123



Federal Communications Commission FCC 08-262

default rules would not require changes to pHysical points of interconnection, but would simply define
functions governed by a uniform terminating rate.n ,

• For every call, the calling party service provider (e.g., the calling party's LEC for a local caH or
the calling party's IXC for a long distance caH) is responsible for the transmission and routing of
the call to the network edge of the caHed party service provider.

• The calling party service provider may fulfill its responsibility for the transmission and routing of
a call to the called party service provider network edge via its own facilitates and services, the
facilities and service ofanother entity (including the called party's service provider), or any
combination.

• The calling party service provider is also responsible for the payment of the uniform terminating
rate to the caHed party service provider. The called party service provider is responsible for
performing all network functions to deliver traffic from the network edge to the called party,
including dedicated transport, common transport, tandem switching, end office switching, and
SS7 messaging.

• The reciprocal compensation regime of section 251(b)(5) will apply to traffic from the caHed
party service provider network edge to the caHed party.

.: The called party service provider's network edge is the location of its end office, MSC, point of
presence, or trunking media gateway, which PSTN routing conventions (e.g., NPAC or LERG)
associate with the called party telephone number unless that location subtends a tandem switched
owned or controlled by the called party service provider, in which case that tandem is the network
edge for'ihat call. A service provider that utilizes a tandem as its edge may require, upon
reasonable request consistent with standard industry network interconnection principles, that
calling party service providers groom their traffic onto segregated trunk groups.

• The called party service provider must either permit interconnection at its edge for purposes of
exchangipg traffic with the calling party service provider or provide transport at no charge to that
edge from a location in the same LATA where it does permit such interconnection.

• The calling party service provider may at its sale discretion choose whether to interconnect
directly or indirectly with the called party service provider.

b. Symmetry
(continued from previous page) -----------
such mles. See Letter from Jonathan S. Frankel and Michael A. Romano, Counsel for PAETEC, CC Docket Nos.
99·68; 01·92 at 2-3 (Oct. 28, 2008) (PAETEC Oct. 28, 2008 Ex Parte Letter). The Commission expressly sought
comment on this issue in the In/ercarrier Compensation FNPRM. In/ercarrier Compensation FNPRM, 20 FCC Red
at 4687, 4702-03, 4712-13, 4727-30, paras. 4, 34, 40-44, 54, 91-97.

n6 Thus, the default "edge" mle we adopttoday does not alter any obligations ofincumbent LECs' to interconnect
at any technically feasible point, nor does the mle alter carriers' ability to request interconnection. See, e,g, , Letter
from Susanne A. Guyer, Verizon, to, Chairman Kevin J. Martin, FCC, CC Docket Nos. 96-45, 01-92, WC Docket
Nos. 05-337, 06-112 at5 (filed Oct. 5, 2008). See also. e,g., PAETEC Oct. 28, 2008 Ex Parte Letter at 5-6
(expressing concern that the adoption ofmles regarding a network "edge" not alter existing mles and obligations
regarding physical interconnection). Moreover, the "edge" mles we adopt, which will apply at ihe end ofthe
transition period, are merely a default, ana carriers are free to negotiate alternative arrangements.
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276. We conclude that final unifdrm recipro1:i1I'cbmpensation rates should be symmetrica!.'"
In contrast to the appmach taken in the Local Competition First Report and Order, we require, for the
reasons described below, symmetry in all cases once the final uniform recipmcal compensation rates
become effective.

277. Background. In the Locai Competition First Report and Order, the Commission
concluded that charges for reciprocal compensation were to be presumptively symmetrical and that it was
'''reasonable to adopt the incumbent LEC's transport and termination prices as a presumptive pmxy for
other telecommunications carners' additional costs of transport and termination.,,721 The Commission
observed that "[b]oth the incumbent LEC and the interconnecting carriers usually will be providing
service in the same geographic area, so the forward-looking economic costs should be similar in most
cases.'",9 Moreover, by using the incumbent LEC's costs of transport and termination, the Commission
found that symmetry would provide an incentive for interconnected carriers to minimize costs because if
the interconnected carrier could reduce its costs below the costs ofthe incumbent LEC, then it could
realize additional termination revenue.'30 Symmetrical compensation also provided the incumbent LECs
an incentive to minimize costs. The Commission further found that symmetry reduced incumbent LECs'
bargaining stren@t because asymmetrical rates could have allowed incumbent LECs to negotiate high
charges for traffic terminating on their networks and low charges for traffic originating 'on their networks,
'citing as an example incumbent LECs' treatment ofCMRS providers.731 A presumption ofsymmetric
rates was administratively efficient and did not require a competing carrier to conduct a forward-looking
cost study to enter the market, lowering the cost ofentry and thus increasing competition.732

278. The Commission, however, carved out an exception to the.presumption ofsymmetry. In
the Local Compe,lition First Report and Order, the Commission permitted interconnecting carriers to
rebut the presumption ofsymmetry by submitting a forward-looking cost study to show that their costs of

727 "Symmetrical c~mpensation arraogements are Ihose in which the rale paid by an incumbenl LEC 10 aoother
lelecommunications carrier for transport aod termination oftraffic originaled by the incumbeot LEC is the same as
the rate the incumbent LEe charges 10 transport aod terminate traffic originated by the other telecommunications
carrier." Local Competition First Report and Order, II FCC Red at 16031-32, para, 1069. .

721 Local Competition First Report and Order, 1I FCC Red at 16040, para. 1085. The Commission provided Ihe
following findings:supportiog its conclusion: (1) "using the incumbent LEC's forward-looking cosls for transport
and termioation oftraffic as a proxy for the costs incurred by interconnected carriers satisfies the requirements of
section 252(d)(2)" ,md "is consistent with section 252(d)(2)(B)(ii)"; (2) "[i]fboth parties are incumbent LECs, ...
the larger LEC's forward-looking costs should be.used to establish the symmetrical rate for transport aod
termination"; (3) "larger LECs are generally in a better posilion to conduci a forward-looking economic cosl study";
(4) "imposing symmetrical rates based on the incumbent LEC's additional forward-looking co~ts will not
substaolially reduce carriers' incenlives 10 minimize Ihose costs"; and (5) "states may eslablish transport aod
termination rales in,the arbitration process that vary according 10 whether the lraffic is routed through a tandem
swilch or directly 10 the end-office swilch." Id al 16040-42, paras. 1085-86, 1090.

129 See Local Competition First Report and Order, 11 FCC Red at 16040, para. 1085.

730 See Local Competition First Report and Order, II FCC Red al 16040, para. 1086 ("A symmetric compensalion
rule gives Ihe compeling carriers correct incenlives.to minimize its own costs oflermination because ils lerminalion
revenues do not vary directly with changes in its own costs.").

131 See Local Comp~tition First Report and Order, It FCC Red al 16041, para. 1087 (noling that incumbentLECs
have used their gre.ter bargaining power to negotiate asymmetrical rates with CMRS providers and to charge
CMRS providers origination, as well as termination, charges).

7J2 See Local Comp~tition First Report and Order, II FCC Red at 16041-42, para. 1088.

i'
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termination were higher than the incumbent LEG's?" If the interconnecting carrier established that "the
costs of efficiently configured and operated systems twere1 not symmetrical," the state commission could
adopt a "different compensation rate" for the interconnecting carrier.73!

279. Discussion. We now require symmetric rates and conclude that the exception that
permitted asymmetric rates under certain circumstances is no longer warranted.73S We note that there is
scant evidence of any competitive LECs seeking to establish their own, higher, costs during the last 12
years, let alone being successful in doing SO?36 We conclude that asymmetric rates could undermine the
comprehensive reform we adopt by permitting different termination rates for traffic in the same
geographic area, which could open the door for continued regulatory arbitrage and thwart the intended
public interest benefits associated with reforming the patchwork ofexisting intercarrier compensation
payments.

280. As noted above, symmetrical rates promote efficiency. Symmetry will encourage
interconnecting carriers to deploy more efficient technology to reduce their costs. Notably, the
Commission ofthe European Communities (European Communities) has also found that divergent
regulatory treatment between different technology termination rates, as this rebuttable presumption
exception allows, creates distortions among markets.737 In the context of fixed versus mobile telephony,
the European Communities recognized that some European countries have allowed smaller CMRS
carriers to charge higher termination rates to compensate for these carriers' lack of economies ofscale.'"
The European Communities concluded that these higher termination rates for mobile technology led to
higher retail rates for customers and lower usage of this technology.739 As the European experience
shows, allowing the present exception to the symmetry rule could encourage higher termination rates, and
asymmetric termination rates-particularly ifsuch termination rates were high for one carrier-could
reduce consumer welfare and lead to higher prices.

281. We conclude that requiring symmetrical compensation arrangements without any

733 See Local Competition First Report and Order, II FCC Red at 16042, para. 1089.

734 See Local Competi/ion First Report and Order, II FCC Red at 16042, para. 1089.

7JS We note that the rates that will apply under ourtllmsition plan, discussed supra Part V.B.2, will not necessarily
be symmetric. For example, we do not permit CMRS providers to assess access charges during ,the transition. See
supra para. 197; 47 U.S.C. § 251(1)(2). Our symmetry rules thus apply outside the transition framework, i.e., for
carriers exchanging traffic at the final, uniform reciprocal compensation rate, or for carriers that have received a
suspension or modification ofour intercarrier compensation requirements pursuant to 251(1)(2).

'36 Indeed, we are only aware ofone case where a compelitive LEC attempted to rebut the presumption and, in ihat
case, the state commission found that the competitive LEC had failed to do so. See Petition of Sprint Spectrum L.P.
d/b/a Sprint PCS, Pursuant to Section 252(b) ofthe Telecommunications Act of 1996, for Arbitration to Establish an
Intercarrier Agreement with Verizon New York Inc., Case 0I-C-0767, Arbitration Order, 2002 WL 31505732 (N.Y.
P.S.C. 2002) (holding that SprinMid not rebut the presumption tbaUts costs were higher than the incumbent
LEC's).

737 See THE COMMISSION OF TIlE EUROPEAN COMMUNITIES, DRAFT COMMISSION RECOMMENDATION ON TIlE
REGULATORY TREATMENT OF FIXED AND MOBILE TERMINATION RATES IN TIlE EU 3, para. 3 (2008), available at
http://ec.europa.eu/infonnation society/policy/ecommldocllibrarv/public consult/termination rates/termination.pdf
(last visited Oct. 24, 2008) (EUROPEAN COMMUNITIES).

7JI See EUROPEAN COMMUNITIES at2, para. 2.

'39 See EUROPEAN COMMUNITIES at3, para. 3.
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exceptions is proper under section 252(d)(2)(A)(ii) ofthe ACt.'~· We also confirm that this mandatory
symmetry requirement applies without regard to whether traffic exchanged by the interconnected carriers
is balanced or not. Given the substantial benefits ofsymmetrical rates as described above, the likelihood
that allowing asymmetrical rates would give carriers an incentive to find ways to arbitrage the higher
rates, and the minimal costs associated, with terminating calls,741 we find that an exception to symmetrical
rates where traffic is out ofbalance is not warranted.

c. Modifications and Suspensions under Section 251(1)(2)

282. ,In light ofthe importance ofbringing'uniformity and symmetry to intercarrier
compensation, eliminating opportunities for regulatory arbitrage, and providing regulatory certainty to
carriers in making investment plans, we find it appropriate to adopt guidelines regarding the application
ofsection 25I(f)(2). Section 251 (f)(2),ofthe Act gives state commissions the ability to suspend or
modifY our intercarrier compensation rules implementing section 251(b) and (c) under certain conditions.
Specifically, section 251 (f)(2) ofthe Act permits a "local exchange carrier with fewer than 2 percent of
the Nation's subscriber lines installed in the aggregate nationwide" to "petition a State commission for a
suspension or mpdification of the application ofa requirement or requirements of [section 251] (b) or
(C).,,742 The stat~ commission shall grant such petition ''to the extent that, and for such duration as, the
State commissio,n determines that such suspension or modification (A) is necessary (i) to avoid a
significant adve~e economic impact on users oftelecommunications services generally; (ii) to avoid
imposing a requirement that is unduly economically burdensome; or (iii) to avoid imposing a requirement
that is technically infeasible; and (B) is consistent with the public interest, convenience, and necessity."m
In the Local Competition First Report and Order, the Commission "decline[d] ... to adopt national rules
or guidelines" regarding the specific implementation ofsection 251(f), but explained that the Commission
"may offer guidance on these issues at a later date, ifwe believe it is necessary and appropriate." 7~~ The
Supreme Court ~ubsequently confirmed that the Commission has the authority to ,interpret section
251(f).74S The oilly existing Commission guideline regarding section 251 (1)(2) provides that the burden
ofproof is on the LEC seeking suspension or modification ofparticular requirements.7~6

,

740 This section requires that, in setting rates under interconnection agreements, states must ensure that reciprocal
'compensation charges arc a "reasonable approximation ofthe additional costs ofterminating such calls." See 47
U.S.C. §252(d)(2)(A)(ii). In the Local Competition First Report and Order, the Commission'found that the
incumbentLEC's ¢osts were !reasonable proxy for other camers' costs. 11 FCC Red at 16040, para, 1085. We
reaffirm that finding, especially given that our pricing methodology focuses on the costs ofthe least cost, most
efficient network technology. Moreover, per the express terms ofthe Act, the "additional costs" standard applies
'only to the costs of,the incumbent LEC, not the competitive LEC. This intequetation ofthe Act promotes efficiency
and therefore bolsters competition, consistent with the goals ofthe Act. See 1996 Act, Preamble (declaring the
purpose ofthe Act,to be "to promote competition and reduce regulation in order to secure lower prices and higher
quality services fo~ American telecommunications consumers and encoumge the rapid deployment ofnew
telecommunications technologies").

'" See supra sectiqn V.B.4.c.

742 47 U.S.C. § 251(f)(2).

'" 47 U.S.C. §251(f)(2).

7~ Local Compelilion First Report and Order, 11 FCC Rcd at 16118, para. 1263; 47 U.S.C. §,251(1)(2).

'" AT&T v. Iowa Uti/so Rd., 525 U.S. at 385,

". See 47 C.F.R. § 51.405(b). In the Local Competition First Report and Order, the Commission held that, in
petitions under section 251(f)(2), "a LEC must offer evidence that application ofthose requirements would be likely
to cause undue economic burdens beyond the economic burdens typically associated with efficient competitive

(continued....)
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283. As an initial matter, we conolude that any suspension or modification granted pursuant to
section 251 (f)(2) must be for a limited "duration" and cannot be indefinite. This interpretation follows
directly from the express language ofsection 251(f)(2). Specifically, section 251 (f)(2) provides that the
state should grant a suspension or modification "to the extent that, andior such duration as, the State
commission determines that such suspension or modification"m satisfies the statutory test: Congress thus
expected that the conditions warranting suspension or modification ofa requirement would not be
permanent, and it permitted the states to continue such modifications or suspensions only for a particular
"duration," rather than remaining in place indefinitely. In contrast, Congress adopted the opposite
approach in section 251(f)(1), where it provided a default exemption for "rural telephone companies"
from section 25 I (c) that continues indefinitely "until" certain statutory criteria are met."· Accordingly,
we conclude that, the LEC requesting the suspension or modification under section 251(f)(2) has the
burden of demonstrating the appropriate duration ofany suspension or modification. To the extent that a
state grants a suspension or modification for a particular duration, the Commission encourages the state to
impose a timeline or other requirements on the LEC to ensure that it is taking concrete steps to enable it to
comply with the relevant requirements once the suspension or modification ends.'4. If a state finds that a
LEC is not taking such steps necessary to ensure compliance on a date certain, we find that such a
determination would be sufficient for the state immediately to revoke the suspension or modification as
no longer satisfYing the "public interest" criteria.

284. We also offer guidance regarding the substantive standards that state commissions must
apply when evaluating requests pursuant to section 25 I (f)(2) for a suspension or modification ofsection
251(b) or (c). The first prong ofsection 251(f)(2)(A) directs state commissions to determine whether the
LEC establishes that absence ofthe requested suspension or modification would cause a "significant
adverse economic impact on users of telecommunications services generally."750 The term "significant"
is ambiguous. According to Webster's Dictionary, "significant" means "having or likely to have
influence or effect; ofa noticeably or measurably large amount."'" We find this to be a reasonable
definition, and conclude that for an "adverse economic impact" to be "significant" requires that such harm
be "measurably large." Moreover, the state commission must evaluate the net impact "on users of
telecommunications services generally.,,712 We conclude that state commissions must consider users of

(continued from previous page) -----------
entry." II FCC Red at 16118, para. 1262. The Commission also placed the burden ofproofqn the carrier seeking
the reUefunder section 251(1)(2). Id. at 16118, para. 1263. Although the Supreme Court ultimately upheld the
Commission's authority to interpret section 251(1), seeAT&Tv. IOlVa Uti/s. Rd., 525 U.S. at 385, the Eighth Circuit
subsequently vacated the Commission's interpretation ofuundue economic burden," finding that the Act requires a
state'to look althe entire economic burden notjuslthe additional burden ofcomplying with sections 251(b) or
251(c). See Iowa Uti/s. II, 219 F.3d at 759-62. The Eighth Circuit also found that the Com,mission erred in placing
the burden ofproofon the rural LEC when a requesting carrier seeks to remove the section 251 (1)(1) exemption
from section 251(c). The Eighth Circuit therefore vacated seclions 51.405(a), (c), and (d) ofour rules, id. at 762, but

'did not disturb the alloealion of burden ofproofunder section 251(1)(2) as set forth in 47 C.F.R. § 51.405(b).

74' 47 U.S.C. § 25,1(1)(2) (emphasis added).

74'47 U.S.C. § 251(1)(1).

". Moreover, if, in the future, we have evidence that slates are granting arbitrarily long suspensions/modifications to
requesting LECs, the Commission will consider imposing a Umit on the number ofyears that a
suspension/modification is appropriate.
750 47 U.S.C. § 25 1(1)(2)(A)(i) (emphasis added).

'51 WEBSTER'S NINTH NEW COLLEGIATE DICTIONARY 1096 (1991).

'52 47 U.S.C. § 251(1)(2)(A)(i) (emphasis added)."
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telecommunications services more broadly, hither than fo~using narrowly on impacts on isolated groups
of use~s, ~uch l!S custo~ers of the LEe requesting the suspension or modification.. Further, state
commISSIons m~st weIgh the overall impact on such users, including not only any adverse impacts on
particular users, but whether there are other associated benefits oflbe regulatory requirements to
telecommunications users. For example, the reduction in intercarrier compensation payments might lead

, some carriers to increase some rates, but also should reduce long distance rates, stimulate additional
competition in local markets, c~nsistent with the goals ofthe 1996 Act, and provide additional benefits to
end users. We direct states to consider the totality ofthe circumstances in evaluating the impact on
telecommunications users.

285. The second prong ofsection 251(f)(2)(A) requires a state commission to detennine
wheiher the LEC has demonstrated that the requested suspension or modification is necessary to "avoid
imposing a requirement that is unduly economically burdensome."m The Eighth Cireuit has interpreted
the phase "unduly economically burdensome" to require a state to examine "the full economic burden on
the ILEC.""· Consistent with this interpretation, and our interpretation ofsection 251 (f)(2)(A)(i) above,
we conclude that states must evaluate the totality ofthe circumstances in evaluating the net burden. For
example, in evaluating the impact ofsection 251(b)(5) as we interpret it today, states cannot simply look
at the LEC's loss of intercarrier compensation revenues. Rather, the state must consider the full economic
'impact on the LEC ofall the comprehensive refonns we adopt, including the ability of carriers to recover
revenues by raising other rates, including the federal SLC, the potential economic savings due to reduced
billing costs, fewer disputes and litigation regarding the classification oftraffic, and the possibility that a
carrier may receive universal service support if its financial integrity is threatened.

286. The third prong under section 25 I(f)(2)(A) requires a state commission to detennine
whether the LEC has demonstrated that compliance with section 251(b) or (c) may be "technically
infeasible."m We do not believe that any carrier will be able to establish that implementation ofour
Intercarrier compensation refonns is ''technically infeasible," considering that carriers generally are
exchanging and billing for traffic today, and our rules adopted in this order should merely simplify this
process. Thus, we recommend that state commissions scrutinize rigorously any claims oftechnical
infeasibility, partiCUlarly ifthe LEC is paying and/or receiving interearrier compensation today.

287. Even if a state finds that a LEC satisfies the requirements for a temporary suspension or
modification under section 251 (f)(2)(A), section 25I(f)(2)(B) provides that a state commission cannot
grant a petition ~or suspension or modification unless it also finds that granting,the requested petition is
"consistent with the public interest, convenience, and necessity.,,756 In light ofthe compelling need to
adopt comprehel)sive refonn of existing intercarrier compensation regimes as described above,7S7 the
Commission urges states to use caution and consider carefully the ramifications of granting any
suspension or modification, particularly regarding petitions seeking relieffrom section 251(b)(5). Indeed,
any suspension or modification that continues to treat traffic under different rate structures opens the door
for continued regulatory arbitrage and disputes. Such action would undennine the tremendous public

I'

'" See 47 U.S.C. §'251(f)(2)(A)(ii).

". Iowa UIi/s.lI, 219 FJd at 761. The Commission initially interpreted undue ec~nomic burden to mean the
"undue economic burden beyond the economic burden that is typically associated with efficient competitive entry."
47 C.F.R. § SI.40S(d). The Eighth Circuit vacated this reading ofthe statute. See lawa Uli/s. II, 219 F.3d at 768­
61.

155 47 U.S.C. § 251,(f)(2)(A)(iii).

'56 47 U.S.C. § 251(f)(2)(B).

'" See supra secti9n VAJ.
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interest benefit associated with treating all traffic the same.

288. The Act is silent on what occurs ifa state giants a suspension or modification of the
section 251(b) or (c) obligations. We find that this silence creates ambiguities and could lead to
inconsistent results following a modification or suspension under section 251 (f)(2). We are concerned
that a suspension or modification of section 251 (b)(5) could result in exactly the kind of disparate
treatment that we intend to correct with our actions today. Pursuant to our authority under section 201(b),
as well as our authority to interpret section 251 (1),758 we therefore adopt rules specifically addressing
certain ofthe implications ofa suspension or modification ofour intercarrier compensation rules.759

289. First, to minimize inconsistency and the possibility that the reforms we adopt today could
be undermined, we extend our symmetry requirement for reciprocal compensation rates at the end ofthe
transition period described in Part v.a to any suspension or modification of our section 25I(b)(5)
reciprocal compensation rules and requirements. If a LEC receives a suspension or modification ofour
reciprocal comp'ensation pricing methodology, for example, all other LECs and CMRS providers that
exchange traffic' with the LEC receiving the suspension or modification will likewise be entitled to charge
that LEC those same rates that the LEC charges them for the duration ofsuch suspension or modification.
We conclude that this symmetry requirement is in the public interest and will reduce disputes, arbitrage,
and transaction costs. Indeed, a contrary result that would permit different terminating rates in the same
geographic area'would not be in the public interest and likely would lead to the same disputes we have
today. Ifa state attempts to avoid this symmetry requirement by granting a LEC a suspension or
modification of any section 251(b)(5) reciprocal compensation obligation and the state fails to require
symmetric rates, we will invoke our authority under sections 201 and 332 of the Act to ensure that all
carriers exchanging traffic with that LEC pay the same rate for terminating all traffic.

290. Second, ifa state grants any suspension or modification that is more than I year in
duration, we require the state to take a fresh look to determine whether such suspension/modification
continues to satisfY the statutory test in light ofpossible changes in circumstances. To this end, 90 days
before the I-year anniversary of the grant ofthe suspension or modification, the LEC must tile a petition
demonstrating that the suspension or modification continues to satisfY the statutory criteria. In the
intervening time, for example, a state may have rebalanced rates, the LEC may have increased its end­
user charges, or other relevant changes may have occurred. Those actions may have obviated the need for
the suspension or modification or, at a minimum, could result in the need for changes to the terms and
duration ofthe suspension or modification. In such a review, the LEC continues to have the burden of
demonstrating that the section 251(1)(2) criteria remain satisfied. We conclude that states should act upon
such a fresh look within the 180 days fornew petitions set forth in section 251(1)(2).760

75. AT&Tv. Iowa-Ulils. Bd., 525 U.S. at 385.

'" Section 201(b) aulborizes Ibe Commission to ''prescribe such rules and regulations as may 'be necessalY in Ibe
public interest to carlJ' outlbe provisions ofIbis Act." 47 U.S.C. § 201(b); see also 47 U.S.C. § 154(i) ("The
Commission may perform any and all acts, make such rules and regulations, and issue such orders, not inconsistent
with Ibis Act, as may be necessary in the execution of its functions."). "[Tlhe grant in § 2UI(b) means what it
says: The FCC has rulemaking authority to carry out the 'provisions ofthis Act.... AT&Tv. Iowa Ulils. Bd., 525
U.S. at 378. As Ibe Supreme Court has confirmed, this grant ofaulbority necessarily includes section 251(t). AT&T
v. Iowa Ulils. Bd.; 525 U.S. at 385 (holding thatlbe Commission has 'Jurisdiction to promulgate rules ... regarding
rural exemptions"); see also id at 378 n.6 ("[Tlhe question in theses cases is not whether the Federal Government
has taken the regulationof local telecommunications competition away from the States. With regard to the matters
addressed by Ibe 1996 Act, it unquestionably has.").
760 47 U.S.C. § 251(t)(2) ("The State commission shall act upon any petition filed under this paragraph within 180
days after receiving such petition.").
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d. Existing Agreements

291. Below we discuss the effect ofour intercarrier compensation refonns on certain types of
existing agreements.

292. Interconnection agreements. With respect to interconnection agreements, we do not
disturb the processes established by section 252 ofthe Act. As discussed above, the intercarrier
compensation re'fonns we adopt will necessitate that states implement our new reciprocal compensation
methodology. We expect that incumbent LECs and competing carriers will implement the reciprocal
compensation changes as directed by section 252 ofthe Act:·' We make clear that our actions today
constitute a change in law, and we recognize that interconnection agreements may cqntain change of law
provisions that allow for renegotiation and/or may contain some mechanism to resolve disputes about
new agreement language implementing new rules.'·' Verizon raises a concern regarding the impact on
contracts in "ev~rgreen" status, which Verizon describes as "contracts that have reached the end oftheir,
tenns but remain in effect pending entry into new contracts.,,763 Given that the comprehensive refonns

.. today are necessary to eliminate arbitrage and reduce disputes, we believe it is appropriate for carriers to
take a "fresh look" at their interconnection agreements in "evergreen" status, including agreements that

,lack a change-of-Iaw provision, and follow the section 252 process ofnegotiation and arbitration. We
also note that, pprsuantto section 251(a)(I), carriers remain free to negotiate alternative arrangements.'·4

293. :Commercial arrangements. As discussed above, the intercarrier compensation refonns
will require carriers to make certain changes to their tariffs relating to carrier-ta-carrier charges, and
potentially also SLCs. We do not, however, abrogate existing contracts or otherwise allow for a "fresh
look" in light of our refonns.'·s ,As the Commission has recognized, for example, early tennination
provisions can ~e mutually beneficial by giving providers greater assurance ofcost recovery, and giving

'" See 47 U.S.C. § 252.

7.' See Triennial ~eview Order, 18 FCC Rcd at 17404, para. 700. Although seclion 252(a)(I)";'d section 252(b)(I)
refer to requests iliat are made to incumbent LECs, we have interpreted that in the interconnection agreement
context to mean t~oteither the incumbent or the competitive LEC may make such a request, consistent with the
parties' duty to negotiate in good faith pursuant to section 251(c)(I). See Triennial Review Order, 18 FCC Rcd at
17405, para. 703 n.2087; see also 47 U.S.C. §§ 251(c)(I), 252(a)(I), (b)(I). We believe that this adequately
,addresses concern,s aboutexisling interconnection agreements that do not include express change of law provisions.

7.' See, e.g.• Veri';;n Sept. 12,2008 Ex Parte Letter, Attlch. at 5-6 (urging that any new intercarrier compensation
regime displace such contracts). By the same token, we decline to insulate existing interconnection agreements '
from the section 252 processes to the extent that some commenters propose thlt they remain in effect. See, e.g.,

, Letter from Melissa E. Newman, Vice President-Federal Regulatory, Qwest, to Marlene H. Dortch, Secretary,
FCC, WC Docket ,Nos. 05-337, 04-36, 06-122, 05-195, CC Docket Nos. 01-92, 96-45, 99-68, Attach. atl3 (filed
Oct. 7, 2008) (proposing that the Commission "order that those prior arrangements should at least presumptively
remain in force after the implementation ofa new, unified •.. rate regime")., .
764 ' ,47 U.S.C. § 251(0)(1).

,.s Several commenters request that the Commission give them a fresh look at existing contracts. See, e.g., Letter
from Richard R Cameron and Teresa D. Baer, Counsel for Global Crossing, to Marlene H. Dortch, Secretary, FCC,
WC Docket No. 08-152; CC Docket Nos. 01-92, 99-68, 96-45 at 2 (filed Sept. 18,2008) (asking that the
Commission "provide an 18-month window within which carriers can reconfigure their interconnection facilities
without incurring reconfiguration charges or early termination liabilities under existing transport contracts"); Ad
Hoc ICC FNPRM ~omments at 22-24 (arguing that customers should be allowed to opt out ofexisting contracts);
Earthlink ICC FNI:RMReply at7 (arguing that end users should have the opportunity to negotiate different terms
and, ifrenegotiati~n is not possible, be permitted to terminate existing contracts without liability).
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customers (whether wholesale or end-users) discounted and stable prices over the relevant term."6
Indeed, allowing for a fresh look could result in a windfall for customers that entered lorg-term
arrangements, in exchange for lower prices, as compared to other customers that avoided early
termination fees by electing shorter contract periods at higher prices.'" Rather than adopt a rule that
these commercial arrangements must be reopened, we will leave such issues to any change-of-Iaw
provisions in these commercial arrangements, or to commercial negotiations among the parties.'"

2. Revenue Recovery Oppor.tunities

294. In the preceding sections ofthis order, we adopt fundamental changes to the existing
intercarrier compensation regimes. These reforms are designed to unifY and simplifY these mechanisms,
consistent with the framework Congress adopted in the 1996 Act. This new aF.proach will result in
overall reductions in interstate and intrastate intercarrier compensation rates.' 9 In this section, we
address the extent to which revenue reductions from carrier-to-carrier charges may be replaced through
end-user charges and new universal service support. In prior intercarrier compensation reforms, the
Commission largely replaced reductions in intercarrier compensation revenues through a combination of
increased end-user charges and new universal service funding.770 Our actions here carefully balance the
need, to ensure reasonable revenue recovery by carriers against the potential adverse impact on consumers
of increased end-user charges, and the pressure placed on the universal service program to the extent that
new subsidies are made available.

295. 'As an initial matter, we increase the caps on interstate SLCs, and we permit incumbent
LECs to increase their SLCs up to the new caps to recover lost interstate and intrastate intercarrier
compensation revenues. We also enlist the aid of the Separations Joint Board to evaluate the need for
further increases in interstate end-user charges to recover any net loss in interstate and intrastate
intercarrier compensation revenues, and to evaluate the conditions under which c¥!,iers may seek
additional universal service funding. To limit the increase in the total universal service fund, we establish
certain preconditions that carriers must satisfY before they can receive additional universal service
funding to compensate for lost intercarrier compensation revenues.

a. End-User Charges

296. In this section, we consider whether revenue reductions from reformed carrier-to-carrier

'06 See, e,g., Triennial Review Order, 18 FCC Red at 17400,17402-03, paras. 692, 697-99; see also, e.g., AT&T
ICC FNPRMReply at 17-19 (arguing against giving end users a fresh look at existing contracts). To the extent that
there is evidence that particular termination penalties are, inappropriate, the Commission, can resolve such a matter
through an enforcement proceeding. See Triennial Review Order, 18 FCC Rcd at 17403, para. 698.

'67 See Triennial Review Order, 18 FCC Red at 17403, para. 699.

'61 This situation is thus different than cases where the Commission found that certain contract provisions might
adversely affect competition or where end-user customers would be denied the benefits ofnew Commission policy
absent a fresh look opportunity. See, e.g., Local Competition First Report and Order, 11 FCC Red at 16044, para.
1094; ExpandedInterconnection with Local Telephone Company Facilities, CC Docket No. 91-141, Second
Memorandum Opinion and Order on Reconsideration, 8 FCC Red 7341, 7350, para. 21 (1993) (allowing a fresh
look at agreements in "situations where excessive termination liabilities would affect competition for a significant
period oftime"); Competition in the Interstate Interexchange Marketplace, CC Docket No. 90-132, Report and
Order,6 FCC Red 5880, 5907, para. 151 (1991) (giving customers ofAT&T 90 days to terminate their contracts
without penalty to let them "tak[e] advantage of800 number portability when it arrives").

". See supra paras. 186-268.

770 See supra para;;. 159-185.
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